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Overview of Personal Income Tax Simplification

Legislation to simplify the personal income tax was introduced in the 2008
Legislative Session by Chairman Sandoval as HB 618
The proposal may be considered for recommendation by the Governor in the

2009 Legislative Session, but the Governor has not endorsed the proposal

Policy Goals

« Reduce the time taxpayers devote to record keeping, tax return
preparation, and return filing

« Reduce out-of-pocket payments to return preparers

o Increase fairness

Description of Proposal

« A new credit would replace the standard deduction, personal exemptions,
NM low- and middle-income exemption, graduated rates, and the low
income comprehensive tax rebate (LICTR)

o The new credit would be adjusted annually for inflation

o Taxpayers who itemize deductions would be able to deduct the excess of
their itemized deductions over their standard deduction amount

o The definition of Modified Gross Income (MGI) would be simplified
o The portion of the new credit that replaces LICTR would begin at a
constant amount (the maximum LICTR amount for the family size) to

insure that very low income families do not lose benefits

o The single personal income tax rate would be 4.9%, since the first part of
the new credit would replace the benefit of graduated rates



Overview of Personal Income Tax Simplification -- Cont.

Effects of Proposal

o The new credit would replace the standard deduction, personal
exemptions, and NM low- and middle-income exemption, so these
deductions would not be needed

« For most taxpayers, taxable income would simply be their federal adjusted
gross income

o The computation of MGI would be much easier and require less record
keeping for taxpayers eligible for refundable rebates and credits

o The marked-up tax forms on the following pages illustrate the
simplification achieved by these changes

o The new credit would precisely replace for most taxpayers the tax benefits
in the initial year of the standard deduction, personal exemptions, NM low-
and middle-income exemption, graduated rates, and LICTR

+ Some low-income taxpayers would have lower taxes or a larger refund
because of the adjustment to the refundable portion of the new credit

« Some middle-income taxpayers who itemize deductions or receive the extra
standard deduction for the elderly and blind would have lower taxes
because the new credit replacing the low- and middle-income exemption
would phase out with taxable income rather than AGI

o A few hundred taxpayers would have a tax increase because their new
taxable income exceeds their AGI (due to such additions to AGI as tax-
exempt interest on non-New Mexico bonds), so they are phased out more
quickly in the new credit replacing the low- and middle-income exemption

« Over time, the proposal would lose an increasing amount of revenue
because the new credit would be adjusted for inflation

« HB 618 was estimated to lose $1.4 million in FY(09 and $17.1 million for the
FY08-FY12 period
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2007 PIT-RC (page 2)

WOUR SOCIAL SECURITY HUMBER
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Technical Aspects of Personal Income Tax Simplification

Progressivity under Current LLaw and the Proposal

o Progressivity under current law is achieved primarily through certain
family and child related tax benefits:

o Standard deduction

o Personal exemptions

o« NM low- and middle-income exemption
« Graduated rates

« LICTR

o The new credit in the proposal precisely replaces these tax benefits for
most taxpayers in the initial year

o Nearly all of the taxpayers who would have a tax change in the initial year
under the proposal are low- and middle-income taxpayers who would have
a tax reduction

o The distribution table for HB 618 (following page) shows that all income
classes would have a small tax reduction in the initial year, with most of the
reduction at low- and middle-income levels

o Thus, the proposal would increase slightly the progressivity of the personal
income tax in the initial year

o Inflation adjustment of the new credit after the initial year would provide
relatively more benefit to low- and middle-income taxpayers, also
providing some small amount of additional progressivity

« Note in particular that the replacement of the benefit of graduated rates
with a credit, which then requires only a single tax rate, does not remove
the benefit of graduated rates from the proposal — the benefit is simply
provided in a different way



Distributional Table for

HB 618 Personal Income Tax Simplification Proposal1
(2006 Income Levels, 2008 Proposed Law)

Current Change in Personal Income Tax
Personal As A Percent of:
Number Income Percent | Current
AGI of Income Tax’ Amount | of Total Tax Income
(000) Returns (M) (5000) ($000) (%) (%) (%)
0-20° 362,974 3,219 -16,561 -694 16.5 -4.19 -0.022
20-40 213,411 6,169 56,993 -1,058 25.1 -1.86 -0.017
40 - 60 116,624 5,739 110,262 -1,722 40.9 -1.56 -0.030
60 -75 58,713 3,939 94,379 -424 10.1 -0.45 -0.011
75 -100 63,541 5,480 144,374 -145 34 -0.10 -0.003
100 - 200 67,595 8,977 253,441 -46 1.1 -0.02 -0.001
200 & over 28,739 37,522 339,646 -2 0.0 0.00 0.000
Total’ 919,608 70,352 982,252 -4,209 100.0 -0.43 -0.006

Taxation and Revenue Department

Tax Research and Statistics Office

February 1, 2008

NOTE: Includes returns, income and income tax of nonresidents with income in New Mexico. Returns filed by
nonresident taxpayers who reported no income within New Mexico are excluded.

' The table shows the distributional effects of the provisions of the bill that create a new credit that replaces the
standard deduction, personal exemptions, the low- and middle-income exemption, graduated rates, and the low
income comprehensive tax rebate (LICTR).

? Tax liability under 2008 law, reduced by LICTR but not by other rebates or credits (which are unchanged by the

proposal).

? Returns with negative incomes are excluded from the lowest income class but included in the total line.




Technical Aspects of Personal Income Tax Simplification — Cont.

Policy Flexibility

o The proposal retains the basic links between the federal income tax and the
New Mexico personal income tax

« This basic link is essential to reduce taxpayer record keeping and return
preparation costs, and TRD administrative costs

o Current law deviates from federal law in making both additions and
subtractions from federal adjusted gross income, in having a separate rate
schedule, in allowing separate credits and rebates, and in other ways

o The personal income tax simplification proposal would remove the direct
link between the value of the federal standard deduction and personal

exemption amounts and the new credit amounts that would replace them

« Removing this direct link would provide New Mexico policy makers
greater flexibility in designing family and child related tax benefits

« This added policy flexibility is an important benefit of the proposal



Poverty Reduction
Task Force

o Governor Richardson created the Poverty Reduction Task Force by
Executive Order on May 28, 2008

o The purpose of the Task Force is to develop specific recommendations for
legislative, regulatory and infrastructure initiatives to reduce poverty and
income inequality in New Mexico

o The Task Force is required to research and consider:

o Strategic initiatives to address hunger, housing and child care needs

o Adequate compensation and a fair minimum wage

o Tax credit changes to encourage work and reward work effort

o More equitable eligibility requirements for unemployment benefits
« Easing access to higher education and promoting completion
o Creating better employment opportunities for all New Mexicans

o The Task Force consists of 25 leaders from non-profit and religious
organizations focused on poverty issue, colleges and universities, and

government agencies

o Susan Tiano, professor of sociology at UNM, and Secretary Homans are
the co-chairs of the Task Force

o The Task Force must present its recommended options to the Governor by
September 5, 2008

o The Task Force is required to meet at least three times

o The Task Force has met twice, and will meet five more times in July and
August

-10 -



Poverty Reduction — Cont.

Task Force — Cont.

The Task Force is to consult with public and private individuals, experts
and other entities as deemed necessary, and to consider public input from
the general public in developing its recommended options

+ Representatives of all these groups have, or will, make presentations at
Task Force meetings

Child Day Care Credit

The cost of child care can be a significant barrier to entry into the
workforce for workers with children, particularly for low-paid workers
who might have to pay a large part of their earnings for child care

Working women are particularly affected by child care costs, which
average over $5,000 per year

The current New Mexico child day care credit is a refundable personal
income tax credit of 40 percent of worker’s child care expenses for children
under age 15

In 2008, New Mexico residents with income up to $27,248 (corresponding
to twice the federal minimum wage of $6.55 beginning July 24) are eligible
to claim the credit

The allowable credit is reduced by the amount of any child and dependent
care tax credit taken on the taxpayer’s federal return.

Governor Richardson announced on July 1, 2008 that he will propose
legislation in the 2009 Session that will double the New Mexico child day
care credit

The proposal will increase the credit from $1,200 to $2,400 for families

with three or more children, from $960 to $1,920 for families with two
children, and from $480 to $960 for families with one child

-11 -



Families with income up to twice the New Mexico minimum wage — which
increases to $7.50 per hour on January 1, 2009 — will be eligible for the
credit

o The income limit corresponding to the $7.50 per hour minimum wage is
$31,200

To encourage work, the credit will be phased between $32,000 and $36,000
of income

Expansion of the child day care credit will benefit a total of 12,320 working
families: 8,600 working families who qualify for the credit under current
law, plus an additional 3,720 newly eligible working families

The estimated cost of the expansion is $6.2 million in FY 2010

A table comparing the major features of the current and proposed child

day care credit and the federal child and dependent care tax credit appears
on the following page

-12 -



Major Features of the
New Mexico Child Day Care Credit and the

Federal Child and Dependent Care Tax Credit (CDCTC)

New Mexico Child Day Care Credit

Feature Current Law Proposal Federal CDCTC
Children under age 13
Eligibility Children under age 15 | Children under age 15 | Disabled person
(including spouse)
Twice the federal Twice the NM
. minimum wage: minimum wage:
Income Limit ) 5509."§7 25 > 2009: $7.50 > None
$30,160 (of MGI*) $31,200 (of AGI**)
(2 x $7.25 x 2,080hrs) | (2 x $7.50 x 2,080hrs)
Income . Based on AGI** . .
Phase Out None (“cliff”) Start: $32,000 N/A (no income limit)
End: $36,000
S1.500 foy euch child | 32400 foreach child | g o re el
Expense Limit ’ $6,000 for all children ’

$3,000 for all children
Earned income

Earned income

more children
Earned income

Employer paid or

Qualified Only expenses paid Only expenses paid provided benefits and
Expenses out-of-pocket out-of-pocket .
. . tax favored child care

reduced by qualify qualify
expenses
Sliding scale based on
AGI**:

. 35% for income
0 o o

Credit % 40% 40% below $15,000
20% for income above
$43,000

Credit

Federal CDCTC taken | Federal CDCTC taken | None
Reduced by
Refundable Yes Yes No

* MGI is “modified gross income” which is a broad measure of income used in the New Mexico personal
income tax for certain credits and rebates.

** AGI is “adjusted gross income” as defined for federal income tax purposes.
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Working Families Tax Credit

o The working families tax credit is a refundable personal income tax credit
available to low- and middle-income residents of New Mexico

o The credit was enacted in 2007 as part of HB 436

o The amount of the credit is equal to 8% of the federal earned income tax
credit (EITC)

o In 2008, the maximum amount of working families tax credit for workers
with two or more children is $386; for a worker with one child is $233; and

for childless workers is $35

o Over 200,000 New Mexico families will claim the working families tax
credit in 2008

o Nearly 160,000 of these working families have children who will receive
over $30 million in credits

« Over 40,000 workers without children will receive nearly $1 million in
credits

o The Poverty Reduction Task Force will consider various options to
increase the working families tax credit
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